This paper aim to examine the relationship between financial development, trade balance, exchange rate and inflation by using time series data from 1972 to 2014 for Pakistan. We have tested the unit root properties of variables by using Augmented Dickey-Fuller, Phillips-Perron and Breakpoint unit root tests. The ARDL approach is applied to examine the cointegration between variables due to mixed orders of integration between series I(0)/I(1). The ARDL findings suggested that long run relationship exists between financial development, trade balance, exchange rate and inflation. Error Correction Mechanism (ECM) is applied to analyze short run relationship. The lagged value of the Error Correction Term (ECMt-1) is negative and significant at 1% level of significance. The value of ECMt-1 is -0.91 which states that digression from the short run towards long run is corrected by almost 91 percent by every year. Financial development, exchange rate and inflation have significant impact on trade balance in the long run. But in the short run, only exchange rate and inflation have statistically significant impact on trade balance. Diagnostic statistics have confirmed the characteristics of model in the short run as well as in the long run. The causal relationship between variables are examined by VECM Granger causality and robustness of causal analysis is tested by Variance Decomposition Approach (VDA). The results of VECM have predicted that unidirectional causality from financial development to trade balance exist in the long run. The results of Variance Decomposition Approach explained that 19 percent of trade balance is explained by shocks stimulating in financial development. Government should enhance financial development by managing lending interest rates to improve trade balance.
Pakistan is an emerging economy continuously facing deficit in trade balance from the era of globalization. The trade balance deficit is too much dangerous for the Pakistan economy. Economist and policy makers need to take some steps to resolve this issue (Mohammad, 2010). The better way to handle trade deficit or current account balance deficit is to raise the exports (Aurangzeb and Asif, 2012) . Exchange rate plays an important role to determine trade balance because exchange rate depreciation improves the value of exports (Nazeer et al, 2015) . In case of Pakistan, income and money supply are main determinants that have strong impact on the behavior of trade balance both in short and long run and Exchange rate devaluation has weak impact on the trade then the monetary policy (Waliullah et al, 2010) . Similarly, exchange rate does not help to maintain trade balance for Pakistan (Khan, 1995) . The exchange rate shows positive impact on Trade balance and have strong relationship by deprecating exchange rate trade balance may goes toward the surplus (Mohammad, 2010). The exchange rate of Pakistan affects the balance of trade significantly while other variables like money supply, domestic consumption and FDI do not have the significant impact on trade balance (Shah, 2015) .
The trade balance in the period of 1972 to 1974 was in deficit from 0.48 billion dollars to 0.68 billion dollars. In 1975 it went into surplus to 1.3 billion dollars. From 1976 to 2003, trade balance was in deficit from 1.2 billion dollars to 1.1 billion dollars respectively. After 2003, high trade balance deficit seemed to be very high. In 2008, it was 24.7 billion dollars. In 2009, an improvement accrued in trade balance deficit to 14.1 billion dollars but in 2010, it had increased to 22.3. Trade balance deficit was 32.5 billion dollars in 2014.
This study is highly important as it aims to fill the gap in the Literature. It fills the gap in numerous ways. First, this study provides relatively more comprehensive measures of trade balance in scope and methodology. Second, this study uses a most appropriate estimation methodology to quantify the linkages between financial development and trade balance such as cointegration and causality tests Lastly, this study explores the channels through which financial development exerts an impact on trade balance. Section 2 covers the review of literature. Section 3 covers the data collection and estimation strategy. Section 4 covers empirical analysis and results of estimation. In last, section 5 covers conclusion and recommendations.
II. Review of Literature:
There are many studies that have investigated the determinants of trade balance such as Khan, (1995) studied the impact of the devaluation of the exchange rate on the trade balance for Pakistan. The results of Cochrane-Orcutt iterative method concluded that devaluation of the exchange rate has a positive effect on the external balance. Waliullah et al., (2010) examined the long run and the short run relationship between trade balances, real exchange rate, money supply and income for Pakistan. This study used the ARDL approach by using time series data from 1970 to 2005. The results of this study indicated that money supply has negative impact on the trade balance and depreciation of the exchange rate has a positive impact on trade balance. Similarly, Nazeer et al., (2015) analyzed the determinants of balance of trade and checked the impact of these determinants on exchange rate for Pakistan. The time series data and linear regression model use for this study. This study concluded that there is the significant strong positive relationship between the balance of trade, exchange rate and balance of payment and both balances of payment and balance of trade have strong impact on the exchange rate. Mohammad, (2010) analyzed the determinants of trade deficit for Pakistan by using error correction model and Johansen cointegration method over the period from 1975 to 2008.The study concluded that household spending has negative impact on the trade balance and, the effective exchange rate in real term, FDI and foreign income have a positive impact on the balance of trade.
Duasa, (2007) explored the long run and short run link between trade balance, money supply, income and real exchange rate in Malaysia. This study took data from 1974 to 2003 and used ARDL method for analysis. Findings confirmed the existence of the long run relationship between trade balance, money supply and income, but find no relationship between exchange rate and trade balance. Shawa and Shen, (2013) analyzed the impact of trade liberalization, foreign income, real exchange rate, natural resource availability, inflation, government expenditure, household consumption expenditure, human capital development and FDI on the trade balance for Tanzania. This study used OLS technique for analysis over the period 1980 to 2012. The results reveal that FDI, human capital development, natural resource availability, trade liberalization and foreign income have a positive impact and remaining variables have negative impact on trade balance. The real exchange rate has an insignificant impact on trade balance. Akbostancı, (2002) scrutinized the short and long run behavior of real exchange rate and trade balance of Turkey. The ECM and Johansen cointegration have used for a time period from 1987 to 2000.The results confirmed the existence of J-curve behavior for long run only. Stučka, (2004) examined the link between domestic currency permanent depreciation and trade balance by using reduced-form model approach in Croatia's. Quarterly data has used since 1994 (1) to 2002 (4). They concluded that 1 percent increase of permanent depreciation moves, trades balance towards equilibrium from 0.94 to 1.3 percent and a new equilibrium will be established after 2.5 years approximately. The behavior of permanent depreciation on trade balance also found like J-curve.
Kiendrebeogo, (2012) investigated the impact of financial sector development on the manufacturing trade level by incorporating the role of institutions for 75 countries. The panel and cross sectional data from 1971 to 2010 have used to analyze OLS and GMM method. They concluded that financial development has a strong positive impact on the manufacturing export after controlling banking crises and institutional quality has a positive role in the growth of the trade by improving financial development. Similarly, Samba and Yan, (2009) probed the relationship between international trade in the presence of comparative advantage and financial development for East Asian seven countries in which Thailand, Indonesia, Singapore, Philippines, Malaysia, Korea and China are included. The VAR approach has applied to the time period from 1978-2001. The results suggested that in most of the countries for manufacturing goods, international trade enhances the financial development of a country. Vergil, (2002) investigated the impact of real exchange rate changes on export movements for Turkey and US by incorporating their majour trading partners such as France, Italy and Germany. Error Correction Mechanism, Johansen cointegration and Juselius approach have been used over the period of 1990:1-2000:12. The results showed that change in real exchange rate has significant negative impact on the real export. Wilamoski and Tinkler (1999) explored the impact of FDI on import and export of U.S. and Mexico. The OLS, VAR and Granger causality have used to analysis the relationship over the period 1977 to 1994. The results suggested that at first, that FDI explains a substantial portion of the rapid increase in trade between the two nations and, second, small positive effect on the U.S. trade balance with Mexico resulting from new FDI will diminish over time. Aurangzeb and Asif, (2012) compared Asian and European current account balance income, inflation, export, import, exchange rate and GDP) using data from 1980 to 2010. By using Grangar causality and cointegration analysis, they concluded that these determinants are not best predictor in the case of European countries but it is more usable in case of Bangladesh, India and Pakistan. Similarly, Onafowora, (2003) analyzed the short run and long run impact of exchange rate on trade balances for three ASEAN countries (Thailand, Malaysia and Indonesia) that have bilateral trade with Japan and US. The VECM and cointegration approaches have used over the period 1980:1-2001:4. The finding suggested that depreciation of currencies in East Asia against Japan and US helps to improve balance of trade with Japan and US. Beck, (2002) examined the relationship between trade of manufacturing and financial development. This study has used time period from 1966 to 1995 to investigate GMM methodology. This study concluded that financial development provides a significant impact on trade balance, level of industrial goods and the level of export. Hur et al. (2006) studied the relationship between Exports, property rights, tangible assets and financial development by using industry level data of 23 different industries of 52 countries. By using a time period from 1980 to 1989, the results concluded that the countries with more financial development have greater shares in those industries who have intangible assets and these shares will be increased when industries use external finance. They also concluded that higher property rights lead to higher export shares in industries that have more intangible assets. Beck, (2003) checked the impact of comparative advantage of the industries that use extra external finance in financial development by using 56 countries and 36 different industry data. The methodological approach that they have used is developed by Zingales and Rajan (1998) The Results showed that the countries that have well developed financial system use higher external finance and they have more trade balance and more export shares in industries.
Ogbonn, (2009) explored the relationship between trade balance and exchange rate in the long run for Nigeria by using data period from 1960 to 2005. By using Error correction model and Johansen cointegration method, they concluded that the exchange rate in Nigeria measures the week long run behavior of trade balance. If Nigeria uses contractionary monetary and fiscal policies, then devaluation of exchange rate improves the trade balance in Nigeria. Ökonomie, (2013) investigated new trade determinants such as trade direction, infrastructure, institution, culture and geographical areas that affect the trade in the European countries. The fixed effect approach has used to analysis the relationship over the period 1992 to 2008. Results showed that the infrastructure has larger impact on trade than the former group. Similarly, institutional quality has a positive effect on trade. Common currency impact on trade rather than common language and free trade area in Europe is the key of trade development and the movement of trade from east to west and west to east in European Union member countries is more important for trade development. Frankel and Rose, (2002) checked the consequence of common currencies on income and trade by using 200 countries data from 1970 to 1995 by five year intervals. The results revealed that when a country belongs currency unions, its trade increase three times with the other union currency members. An increase in 1 % increase in trade leads to increase in per capita income by 0.33 %.
By reviewing the previous literature, we concluded that existing literature does not provide any evidence regarding impact of financial development on trade balance in case of Pakistan. Financial development that is a potential determinant of trade balance for Pakistan has been ignored by previous studies. This study fills that gap and improves the existing literature by investigating the impact of financial development on trade balance over the period of 1972-2014 for Pakistan. Developed financial sector countries have more comparative advantage in the industrial sector that helps to increase their exports that lead to decrease the trade deficits (Kiendrebeogo, 2012 ).
Better financial system provides the better transfer of funds between borrower and savers that also provides the equal better opportunity to grow big and small firms. It causes to increase in intermediate goods that further cause an increase in demand for final goods. (Shahbaz and Rahman, 2012) . Improvement in industrial sector helps to increase in production for both domestic consumption and export purposes (Samba and Yan, 2009 ). Similarly, developed financial system has significant positive impact on share of exports rather than imports that improves balance of trade (Beck, 2002) . When financial development reform takes place, it raises the external finance level to private enterprises in the presence of contract enforcement and strengthening of credits right and by judicial reforms. An increase in external finance helps a country to face competition with other less developed financial system countries. It causes to increase in exports by enhancing shares of exports that helps to improve trade balance (Beck, 2003) .
III. Data Collection and Estimation Strategy:
We explore the relationship between financial development and trade balance by incorporating exchange rate and inflation using time series data from 1972 to 2014 for Pakistan. The general discussion leads us to use a general elasticity demand function:
We have transformed all variables into logarithmic form because it provides consistent and reliable empirical estimations. The logarithmic formation of empirical model is given below:
Here, Ln TBt is the natural log of balance of trade, ln Fdt is the natural log of real domestic credit to private sector per capita proxy for financial development, ln Ex_rt is the natural log of real exchange rate, ln CPIt is the natural log of consumer price index proxy for inflation and µt is error term. The data on domestic credit to private sectors is collected from World Development Indicator (WDI, 2015) . International Financial Statistics (IFS, 2015) is used to collect the data on trade balance, exchange rate and consumer price index.
In econometric analysis, series are said to be integrated if two or more series are integrated individually. (1) . Haug (2002) has argued that ARDL approach to cointegration provides better results for small sample data set such as in our case.
The Autoregressive Distributive Lag model (ARDL) can be applicable without investigating the order of integration (Pesaran and Pesaran, 1997) . Another advantage of ARDL bounds testing is that unrestricted model of ECM seems to take satisfactory lags that captures the data generating process in a general-to-specific framework of specification (Laurenceson and Chai, 2003) . The equation of unrestricted error correction method is being displayed as:
The null hypothesis no cointegration is Ho:  TB =  FD =  Ex_r = CPI = 0 and alternative hypothesis of cointegration among the variables is H1: . If calculated F-statistics is greater than UCB, we may say that cointegration exists or series relates in long run. If LCB is greater than calculated Fstatistics, then there is no cointegration. The result will be inconclusive if calculated F-statistics lies between LCB and UCB. In this situation, we have to depend on the lagged error correction term to determine long run relationship. Further, we have applied Error Correction Mechanism (ECM) for short run relationship, VECM Granger causality for direction of causality and Variance Decomposition Approach (VDA) for robustness of causality.
IV. Empirical Analysis and Result Discussion:
Table-1 displays the results of descriptive statistics and pairwise correlation. Jarque-Bera confirms that series are normally distributed. It means that series have zero mean and constant variance. Financial development and trade balance is positively correlated with trade balance. Exchange rate is also positively correlated with trade balance and financial development.
Similarly, inflation is also positively correlated with trade balance, exchange rate and financial development. Before we go on cointegration, we need to check whether all variables are cointegrated at I(0) or I (1) or I(0)/I (1) or not. In economic literature, ADF by Dicky and Fuller (1981), P-P by Phillips and Perron (1990) , DF-GLS by Elliote et al. (1996) and Ng-Perron (2001) . ADF and PP unit root tests are used in this study to ensure that no variable is integrated at I (2) . The results of ADF and PP are reported in table-2. The results have confirmed that variables are integrated at I(0)/I (1) . According to ADF, trade balance, financial development and exchange rate have unit root problem at I(0) they are stationary at I (1) . Similarly, inflation is stationary at I(0). These results have also confirmed by PP unit root test. 1)]. After confirming the order of integration, we estimate the VAR lag length critera to select an optimal lag length. Table-4 reports the results of optimal lag selection criteria. This paper follows Akaike Information Criterion (AIC) due to its superior power properties. Akaike information criterion provides efficient and consistent results as compared to final prediction error (FPE), Schwarz information criterion (SBC) and HannanQuinn Information criterion (HQ). According to results of AIC, there are 2 optimal lag for annual data series from 1972 to 2014 for Pakistan. Note: *, ** and *** represents significant at 1%, 5% and 10 % level of significance. AIC criterion has used for lag selection.
Source:
Author"s Calculations. Narayan, (2005) . Akaike Information Criterion for Lag selection, * represents significant at 1% level of significance.
Author"s Calculations.
The results of long run are reported in table-6. The results showed that financial development and inflation have positive significant impact on trade balance and exchange rate has negative significant impact on trade balance. In detail, 1 % increase in financial development leads to improvement in trade balance by 2.09 % in long run. Development of financial sector improves the security of lender and borrower to have money and better transfer of money from one hand to another hand. Development of financial sectors help to increase in investment that increase the productivity of the firms to produce more goods for exports. An increase in exports alternatively improve trade balance. In other worlds, countries with better-developed financial systems have higher export shares and trade balances in industries that use more external finance (Beck, 2003; Kiendrebeogo, 2012 ). Coefficient of inflation shows that 1 % increase in inflation also leads to improve in trade balance by 1.94 %. Due to negative relationship of exchange rate with trade balance, 1% increase in exchange rate leads trade balance towards deficit because, in case of Pakistan, exchange rate depreciation cause to increase in value of exports due to low price of exports in international market. It helps to move trade balance from deficit to surplus (Vergil, 2002; Waliullah et al, 2010) .
The value of F-statistics is statistical significant at 1%. It shows that overall model is significant. The value of Durbin Watson has confirmed the absence of autocorrelation. The value of Rsquared shows that 92% of dependent variable is explaining by independent variables. The sensitivity analysis such as LM test for serial correlation, normality of residual term and white heteroscedasticity provide no evidence of serial correlation, autoregressive conditional heteroscedasticity and white heteroscedasticity. We have applied cumulative sum and cumulative sum of square tests to inspect the stability of long run parameters. Based on the results of figure 1 and 2, we may accept the hypothesis of correct specification of regression model because the plot of CUSUM and CUSUM of square lie with in critical bounds at 5% significant level. Stable (5 %) ---Note: significance at 1% has shown by *. Source: Author"s Calculations. The results of short run analysis are reported in table-7. In short run, exchange rate and inflation have negative and positive significant impact on trade balance respectively. we find that a 4.29 % increase in trade balance is linked with 1 % decrease in exchange rate in short run. Similarly, a 2.55 % increase in trade balance is due to 1 % increase in inflation. The value of lagged ECM is negative and statistically significant at 1% level of significance. The lagged value of ECM shows the speed of adjustment from disequilibrium to equilibrium from short run to long run. The value of lagged ECM is -0.91 which shows the speed of convergent toward equilibrium. The diagnostic tests have confirmed that there is no autocorrelation, no heteroscedasticity and no serial correlation in short run. The CUSUM and CUSUM of Square have also confirmed that parameters are stable in short run because the graph of CUSUM and CUSUM of square also lie with is the critical bounds at 5% level of significant. ---Note: significance at 1%, 5% and 10 % is shown by *, ** and *** respectively. Source: Author"s Calculations.
Figur-1: Plot of Cumulative Sum of Recursive Residuals
The existence of cointegration between trade balance, financial development, exchange rate and inflation lead us to apply Granger causality test to determine the clear picture of causality relationship among variables. Granger causality test imagines that, X causes Y when the past values of X helps to predict changes of Y. Similarly, Y causes X when the changes of Y is predicted by the past value of X. The Vector Autoregressive model is likely to be used for this purpose. noted that if variables are cointegrated, there are short run and long run causality information exist. The results of VECM granger causality are reported in table-8. The direction of causality can be divided into short run and long run causality. The results predict that exchange rate and inflation cause trade balance in short run but when we incorporate financial development with these variables then these variables cause trade balance collectively in long run. Inflation causes financial development and financial development also causes inflation in short run. We may say that bidirectional casualty exit between inflation and financial development. Similarly, unidirectional causality exists from exchange rate to inflation. Only trade balance causes exchange rate in short run. Similarly, trade balance, financial development and inflation cause exchange rate only in long run. Note: *, ** and *** show significant at 1%, 5% and 10% level respectively.
Source:
To determine the causality relationship between 1972-2014 periods, innovative accounting approach in better than VECM Granger causality approach, because VECM Granger causality informs us only direction of causality by ignoring the effect of shocks and magnitude of causality. The innovative accounting approach includes variance decomposition and impulse response function. The variance decomposition approach indicates the magnitude of predicted error variance for a series accounted for by innovations from each of the independent variable over different time-horizons beyond the selected time period. It is pointed by Pesaran and Shin, (1999) that generalized forecast error variance decomposition method shows the proportional contribution in one variable due to innovative shocks stemming in other variables.
Further, the generalized forecast error variance decomposition approach estimates the simultaneous shock effects. and Ibrahim, (2005) argued that with VAR framework, variance decomposition approach produces better results as compared to other traditional approaches. 
V. Conclusion and Recommendations:
The contribution of this paper is to find out the impact of financial development on trade balance by incorporating the exchange rate and inflation for Pakistan over the period of 1972-2014. We have applied ADF, PP and Break point unit root tests to check whether the variables are stationary or not. The ARDL bound test has been applied to analyze long run relationship between variables. Our results confirmed that cointegration exist among variables for long run relationships. Financial development has positive significant impact on trade balance in long run but in short run, it has found insignificant. Similarly, exchange rate and inflation has negative and positive relationship with trade balance in short run as well as in long run respectively. The value of lagged ECM has found negative and significant which shows the speed of adjustment from disequilibrium to equilibrium.
The results of VECM Granger causality reveal that financial development, exchange rate and inflation cause trade balance in long run collectively. In short run, financial development does not cause trade balance but exchange rate and inflation cause trade balance. Bidirectional causality exists between trade balance and exchange rate. Unidirectional causality accrues from trade balance to financial development. Similarly, bidirectional causality exists between inflation and trade balance. Variance Decomposition Approach (VDA) has confirmed that financial development has majour contribution to explain trade balance till 10-year time zone. Similarly, majour share of financial development is explaining by shocks stimulating in trade balance till 10-year time zone. Trade balance and inflation both have majour contribution to explain exchange rate till 10-year time zone. Majour portion of inflation is also explaining by exchange rate and financial development.
Government should reduce lending rates and increase deposit rates to enhance financial development by using monetary policy. Low lending rates will help to meet the short term and long term financing needs of the private sector. High deposit rates will help to collect the domestic currency for the purpose of lending to private sectors. It will help to boost investment that will improve trade balance by enhancing exports.
